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UNI TED STATES TAX COURT

JAMES W AND LAURA L. KEITH, Petitioners v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 11426-98. Fi |l ed Decenber 28, 2000.

Prior to and during the years in issue, QA a
proprietorship owed by P wfe, sold residential real
property by neans of contracts for deed. Under these
agreenents, the buyers obtai ned possession; assuned
responsi bility for taxes, insurance, and nai ntenance;
and becane obligated to make nonthly paynments, with
interest, of the purchase price. A warranty deed
woul d be delivered to the buyers by G A only upon ful
paynment, and any default by the buyers prior thereto
woul d render the contracts null and void, with G A
retaining all amounts paid as |iquidated damages.

I n accounting for these transactions, Ps reported
the gain attributable to the contracts for deed in the
year in which full paynment was received and title
transferred. Only interest paynents were included in
income for tax purposes until such time. GA also
depreci ated the subject properties during the term of
each contract.
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Hel d: Each contract for deed effected a conpl eted
sale for tax purposes in the year of execution, and
incone attributable to such disposition nust be
recogni zed and reported for that taxable year.

Hel d, further, the net operating |oss carryovers
clainmed by Ps nust be adjusted to take into account
i ncone which should have been reported in years
precedi ng those at issue, for contracts entered during
such prior periods.

Hel d, further, Baertschi v. Conmni ssioner, 49 T.C.
289 (1967), revd. 412 F.2d 494 (6th Cr. 1969), wll no
| onger be foll owed.

WlilliamJ. Wiite, for petitioners.

Nancy E. Hooten and Mark S. Mesler, for respondent.

OPI NI ON

NI M5, Judge: Respondent determ ned the follow ng
deficiencies and penalties with respect to petitioners’ Federal

i ncone taxes for the taxable years 1993, 1994, and 1995:

Taxabl e | nconme Tax Penal ty
Year_ Defi ci ency Sec. 6662(a)
1993 $74, 925. 00 $14, 985
1994 127, 304. 00 25, 461
1995 106, 261. 54 21, 252

After concessions, the issues renmaining for decision are:
(1) The proper nmethod of accounting for, and tim ng of
recognition of gain attributable to, sales of property by neans

of contracts for deed; and
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(2) the reduction of net operating | oss carryovers from
years preceding the years in issue to reflect incone attri butable
to contracts for deed executed in those prior years.

Additionally, the parties have agreed that a third issue,
the availability of depreciation deductions for properties
subj ect to such contracts for deed, is dependent upon and wll be
resol ved by our decision regarding petitioners’ accounting
met hod. The parties have stipulated the anbunts to be all owed as
depreci ati on deductions in the event of a ruling either for
petitioners or for respondent.

Unl ess otherw se indicated, all section references are to
sections of the Internal Revenue Code in effect for the years in
issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.

Backgr ound

This case was submtted fully stipulated pursuant to Rule
122, and the facts are so found. The stipulations of the
parties, with acconpanying exhibits, are incorporated herein by
this reference. Petitioners resided in Multrie, Georgia, during
each of the years in issue and at the tinme their petition was
filed in this case.

Fornati on of Greenville I nsurance Agency (G A)

Petitioner Janes W Keith is a radiologist, and petitioner

Laura L. Keith is a denti st. Ms. Keith is also the owner of a
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proprietorship known as Greenville |Insurance Agency (G A . Ms.
Keith established the business in 1983 on the advice of her
father, J.D. Latzak, as a vehicle to create potential tax
savings. G A was forned primarily to sell insurance, to purchase
real estate for resale or rent, and to broker nortgages. Since
its genesis, G A has been run by M. Latzak who, because of |arge
judgnent creditors, could not conduct business or hold assets in
his name. Although neither of the Keiths possesses an insurance
license or has experience in real estate transactions, M. Latzak
is a licensed insurance agent and an experienced broker. W
previ ously addressed the treatnent of insurance conm ssions and
nort gage pl acenent fees earned incident to G A s operations for

years 1984 through 1988 in Latzak v. Conm ssioner, T.C Meno.

1994-416. W now focus on the reporting of incone attributable
to the conpany’s sales of real property.

G A s Real Estate Transactions

During the years at issue, G A was in the business of
selling, financing, and renting residential real property. The
sales were effected by neans of contracts for deed. The record
reflects 18 such contracts entered into between 1989 and 1995, 12
of which were executed in the 1993 to 1995 period presently
before the Court. The followng is representative of these

agreenents:
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CONTRACT FOR DEED
GEORG A, MERI VETHER COUNTY

This agreenent entered into by the seller and the
buyer(s). The seller hereby agrees to convey to the
buyer(s) fee sinple title to a certain property
described on Exhibit “A” to this contract, at which
tinme all of the conditions of the sale described bel ow
are net by the buyer.

SELLER: Greenville Insurance Agency, a
proprietorship, which is registered and
domciled in Meriwether County, Ga.
mai ntai ning an office open to the public at
109 Court Square, Geenville, Georgia 30222.

BUYER( S) :

SELLI NG PRI CE: DOWN PAYMENT

BALANCE of & to be evidenced by a prom ssory
note plus interest at _ % interest payable in __

monthly installments of $ per month, starting

and endi ng

SPECI AL STI PULATI ONS TO THE CONDI TI ONAL SALE

(1) The buyer(s) shall pay the prorated [year of
execution] property taxes, and all future property
taxes pronptly when due.

(2) The buyer(s) shall not permt the general
condition of the property to deteriorate in val ue
any futher [sic] than its delivered condition.

(3) The buyer(s) shall performany and all required
mai nt enance on the property.

(4) The buyer(s) shall assune all liabilities as if
they had fee sinple title.

(5) The property is to be used as a prinmary single
famly residence for the buyer(s), and for no
ot her purpose.
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(6) The buyer may not transfer or assign their [sic]
rights or interest in this contract.

(6a) Fire Insurance in the amount of $_ froma
conpany approved by the Seller must be kept in
force at all tinmes, seller naned as | oss payee,

until all terns are net by buyer.

(7) Paynent of the nmonthly installnents of $
are required to be tendered to the seller at its
of fices stated above or other place so designated
by the seller or its assigns, and payable in
United States Currency, on or before the due date.
Any paynent accepted nore than ten (10) days
beyond the due date will require an additional
charge of 10% of the anpbunt payable, and the
acceptance of sanme will not nodify or novate any
other ternms and conditions and will not act as a
wai ver of the sellers [sic] right to declare the
contract in default and null and void and of no
ef fect.

The seller agrees to convey to the buyer(s), a Warranty
Deed, free of any leins [sic] and encunbrances w thin
ten (10) days after all of the terns and conditions of
this agreenent are net by the buyer(s).

Shoul d the buyer(s) elect to acelerate [sic] this
agreenent, then the terns and conditions of the

prom ssory note executed contenporaneously with this
agreenent by the buyer(s) would determ ne the anmpbunt to
be tendered by the buyer(s) for the acceleration in
order to prematurely obtain a warranty deed.

Shoul d the buyer(s) default or breach or not neet any
of the conditions of the ternms herein specified, then
this contract and the note attached evidenced by this
contract will be imedi ately declared NULL & VO D, and
no futher [sic] benefits or equities would be accrued
to the buyer(s), except that the buyer(s) would be
Iiable for any nonies unpaid under the terns and
conditions of the contract to the date that the
contract was declared null and void.

It is understood and agreed by the Buyer(s) and the
Seller that the $ ernest [sic] noney down

paynment, and the nonthly install ments and ot her charges
tendered by the buyer(s) frominception, and any
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i nprovenents to the property made by or on the behalf
of the buyer(s) during the life of this contract, if
forfeited by the buyer(s) as a result of default or
breach of the contract, is a fair value for the

i qui dat ed danmages incurred by the seller as a result
of said breach or default.

No warranties as to the condition or usability of the
property are either expressed or inplied by the seller.

It is herein disclosed to the buyer(s) that the subject

property may presently have existing debt being

serviced by the seller, and that future debt (not to

exceed the anount payabl e under this contract) may be

i ncepted by the seller.!

The conditions of sale, as well as the provisions related to
default, voidability, and |iquidated damages, were substantially
identical in all material respects in each of the contracts.
Printed descriptions or handwitten notations indicate that the
subj ect property of nost of the agreenents was a residence. A
smal | percentage of the contracts nmay have been for |and al one.
The majority of the contracts were for terns of between 240 and
300 nonths and specified interest at a rate of 11 to 18 percent.

The sal es prices ranged froma |Iow of | ess than $3,000 to a high

of $40,000. The total gain represented by the contracts,

1 Wth respect to this final paragraph, we note that neither
party has referenced its existence or discussed its intended
operation. Qur own research has simlarly yielded no insight
into the precise nmeaning of such a provision or its potenti al
i npact on the buyer-seller relationship. Hence, since the
parties apparently regard it as insignificant boilerplate, we
shall do Iikew se and shall give it no further consideration
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calcul ated as the difference between the sales price and G A s
basi s, was $58, 373, $62,517, and $11,500 for agreenents executed
in 1993, 1994, and 1995, respectively.

G A's Accounting and Reporting

Wth their 1993, 1994, and 1995 Federal incone tax returns,
petitioners included Schedules C, Profit or Loss From Busi ness,
with respect to A On each such Schedule C, petitioners
i ndicated G A's accounting nmethod by checking the box | abel ed
“Accrual”. A like designation was nmade on Schedules C filed with
returns for the preceding years 1984 through 1992.

As regards accounting for the above-described real estate
transactions in particular, the nethodol ogy generally utilized by
petitioners has been stipulated by the parties. During the term
of a contract for deed, petitioners would report as incone the
interest received on the prom ssory note entered into in
conjunction with the contract. The portion of any paynent
allocable to principal wuld be treated as a deposit on the
pur chase and woul d be recorded as a liability on the books of the
conpany. |If a property were repossessed prior to conpletion of
the contract, this deposit would be applied first to repairs and
mai nt enance, and any remai ni ng anount woul d be reported as
m scel | aneous incone. The properties would al so be depreciated

by G A during the paynent peri od.
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Upon full paynment of the contract price, petitioners would
recogni ze incone on the disposition of the property. Gin on the
sal e woul d be conputed by reducing the total sale price by
petitioners’ adjusted basis in the property.

Di scussi on

Contentions of the Parties

Petitioners contend that their nmethod of accounting for and
recogni zing gain attributable to the contracts for deed is
appropriate and clearly reflects incone. According to
petitioners, the contracts are nere voi dabl e, executory
agreenents and as such do not effect a closed and conpl eted sale
in the year signed. Hence, in petitioners’ view, there is no
di sposition of the properties for tax purposes and no consequent
realization of gain until final paynment is received and title
transferred.

Conversely, respondent asserts that petitioners’ nethod of
accounting for sales under the subject contracts for deed is
i nproper and fails to clearly reflect incone. Respondent avers
that each instrunment produced a conpleted sale in the year of
execution, as the benefits and burdens of ownership were
transferred frompetitioners to the buyer at that tine.
Respondent, characterizing petitioners as accrual nethod
t axpayers, therefore concludes that no grounds exist for

deferring recognition of gain on these conpleted transacti ons.
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In addition, respondent argues that petitioners’ incorrect nethod
of accounting resulted in inflated |osses in prior years such
that the net operating | oss carryovers to the years at issue
shoul d be reduced accordingly.

1. Met hod of Accounting and Recognition of Gain

A. Exi stence of Gain--Compl eted Sal e

As a general rule, the Internal Revenue Code inposes a
Federal tax on the taxable incone of every individual. See sec.
1. Section 61(a) specifies that gross inconme for purposes of
cal cul ating such taxable incone neans “all incone from whatever
source derived’. Expressly enconpassed within this broad
pronouncenent are “Gains derived fromdealings in property”.

Sec. 61(a)(3). Section 1001(a) then defines such gains as the
anount realized “fromthe sale or other disposition of property”,
| ess the adjusted basis. Accordingly, section 1001(a) indicates
that gross income within the neaning of section 61(a) does not
arise until property is considered sold or otherw se di sposed of
for Federal tax purposes.

Case |l aw then sets forth the standard for determ ning when a
sale is conplete for tax purposes. Wth respect to real
property, a sale and transfer of ownership is conplete upon the
earlier of the passage of legal title or the practical assunption

of the benefits and burdens of ownership. See Major Realty Corp.

& Subs. v. Conm ssioner, 749 F.2d 1483, 1486 (11th G r. 1985),
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affg. in part and revg. in part T.C. Meno. 1981-361; Dettners v.

Comm ssi oner, 430 F.2d 1019, 1023 (6th GCr. 1970), affg. Estate

of Johnston v. Comm ssioner, 51 T.C 290 (1968); Baird v.

Comm ssioner, 68 T.C. 115, 124 (1977). This test reaffirms the

| ongstandi ng principle, evidenced by the following early
statenent, that transfer of legal title is not a prerequisite for
a conpleted sale: “A closed transaction for tax purposes results
froma contract of sale which is absolute and unconditional on
the part of the seller to deliver to the buyer a deed upon
paynment of the consideration and by which the purchaser secures

i mredi at e possession and exercises all the rights of ownership.”

Comm ssioner v. Union Pac. RR Co., 86 F.2d 637, 639 (2d G r

1936), affg. 32 B.T.A 383 (1935).

I n determ ni ng whet her passage either of title or of
benefits and burdens has occurred, we |ook to State law. It is
State law that creates, and governs the nature of, interests in
property, with Federal |law then controlling the manner in which

such interests are taxed. See United States v. National Bank of

Commerce, 472 U. S. 713, 722 (1985). Here, execution of the
contracts for deed was not acconpanied by a transfer of |egal
title, so we nust deci de whether these instrunents were
sufficient under State |law to confer upon the purchaser the
benefits and burdens of ownership. This inquiry is a practical

one to be resolved by exam ning all of the surrounding facts and
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circunstances. See Codfelter v. Conmni ssioner, 426 F.2d 1391,

1393 (9th Gr. 1970), affg. 48 T.C. 694 (1967); Baird v.

Commi ssi oner, supra at 124. As all contracts at issue appear to

i nvol ve Georgia properties and to have been executed in CGeorgia,
the relevant State law is supplied by the statutes and courts of
that jurisdiction.

Anmong the factors which this and other courts have cited as
i ndicative of the benefits and burdens of ownership are: A right
to possession; an obligation to pay taxes, assessnents, and
charges against the property; a responsibility for insuring the
property; a duty to maintain the property; a right to inprove the
property without the seller’s consent; a bearing of the risk of
|l oss; and a right to obtain legal title at any tine by paying the

bal ance of the full purchase price. See ol dberg v.

Conmi ssioner, T.C. Menp. 1997-74; see also Major Realty Corp. V.

Conmi ssi oner, supra at 1487; Grodt & McKay Realty, Inc. v.

Comm ssioner, 77 T.C. 1221, 1237-1238 (1981); Muisgrave V.

Conmi ssioner, T.C. Menp. 2000-285; Berger v. Conmm ssioner, T.C

Meno. 1996-76; Spyal ass Partners v. Conmi ssioner, T.C. Meno.

1995-452. \WWen a buyer, by virtue of such incidents, would be
considered to have obtai ned equitable ownership under State |aw,

a sale will generally be deened conpl eted for Federal tax

purposes. See Baird v. Conmm ssioner, supra at 126; Berger v.

Commi ssi oner, supra; Spygl ass Partners v. Conmi SSioner, supra.
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In the case at bar, we observe that the contracts for deed
gave the buyers possession of the property during the agreenent
term (evidenced by the nandate to use the property as a
residence). The contracts al so required purchasers to pay
property taxes fromthe date of execution, to keep fire insurance
in force during the paynent term to perform maintenance and
prevent deterioration, and to assune all liabilities as if they
held fee sinple title. Moreover, the instrunents all owed buyers
to accelerate the agreenent and “prematurely obtain a warranty
deed” by tendering the full anpbunt owi ng under the rel ated
prom ssory note. Therefore, given these significant
accoutrenents of ownership, we turn to whether Georgia courts
woul d construe an instrunent so designating rights and
obligations as a transfer of equitable ownership to the buyer.

In Chilivis v. Tumin Wods Realty Associates, Inc., 297

S.E.2d 4 (Ga. 1982), the Suprene Court of Georgia interpreted a
contract anal ogous to those at issue here. |In that case, an
“Agreenent for Deed” was executed by the parties. 1d. at 5-6.
According to its terns, a deed was placed in escrow to be
delivered to the buyer upon conpletion of all paynents called for
in the acconpanying prom ssory note. See id. at 6. The
i nstrunment specifically recited:

“Sel |l er and Buyer acknow edge and agree that this

Agreenent is not a nortgage or security deed to secure

a loan nmade to Buyer by Seller, that this is an
agreenent to convey the Property to Buyer upon the
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conpletion of the terns and provisions of this

Agreenment * * * | that this is not a | oan secured by

the Property and that no title in and to the Property

has passed to Buyer or will pass to Buyer until Buyer

fulfills and conplies with each and every term and

provi sion hereof.” [1d.]

The buyer was given i mredi ate possession of the property and was
responsi bl e for taxes, maintenance, and insurance thereon. See
id. Upon a default by the buyer, the seller’s renedy was either
to rescind the transaction or to exercise a power of sale over
the property. See id. The buyer would not be liable for any
deficiency in the event of such a sale. See id.

Faced with these facts, the court decided that the
“Agreenent for Deed” was “for all practical purposes no different
froma bond for title”, an instrunment fornerly used in Georgia
real estate law in connection with sales of land. 1d. at 7-8.
The court further noted that prior case |law had said of a bond
for title:

“I'n the sale of land on credit where the vendor retains

title, he has not the absolute estate, but is a trustee

holding the title only as security. For many purposes

the transaction may be treated in equity as though the

vendor had made a deed to the vendee and the latter had

t her eupon gi ven a common-| aw nortgage to secure the

purchase-noney.” [ld. (quoting Lytle v. Scottish Am
Mortgage Co., 50 S.E. 402, 406 (Ga. 1905)).]

Accordingly, the court then concluded with respect to the
instrunment before it as follows: “In practicality, it is no
different than if * * * [the seller] had delivered a warranty

deed to * * * [the buyer] and accepted a deed to secure debt in
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return. The agreenent created an equitable interest in * * *
[the buyer] and a security interest in* * * [the seller].” Ild.
at 8.

The Court of Appeals of CGeorgia subsequently relied on

Chilivis v. Tumin Wods Realty Associates, Inc., supra, in

interpreting a simlar agreenent in Tucker Fed. Sav. & Loan

Association v. Alford, 311 S.E.2d 229 (Ga. C. App. 1983). The

appel l ate case likew se involved a | and sal e contract under which
the seller agreed to deliver a warranty deed upon full paynent
(or the assunption by the buyers of two outstandi ng nortgages on
the property). See id. at 230. Again the instrument recited
that no title passed upon execution of the agreenent, but the
buyers took possession and control of the premses. See id. The
court first opined that “The transaction clearly granted * * *
[the buyers] all the benefits and responsibilities of ownership.”
Id. On that basis, the conclusion ultinmately reached was that
“The contract of sale, of course, did not vest legal title in * *
* [the buyers], but it did give theman equitable interest and
rights of ownership.” 1d. at 231.

G ven the foregoing, we conclude that Georgia courts would
simlarly construe the contracts for deed at issue here to pass
equi tabl e ownership to the purchasers and to | eave G A
essentially with a security interest. |In addition, we note that

certain statenents nmade by petitioners on brief are not
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i nconsistent with the notion that security concerns nay in fact
have notivated the transactional formchosen: “G A sells rea
property to lowincone famlies in Western Ceorgi a near Col unbus.
Because these famlies are poor and have little or no credit
hi story the properties are sold using a ‘Contract for Deed ”
Hence, we hold that these instrunments upon their execution
effected a conpleted sale for Federal tax purposes. Petitioners’

reliance on Hanbrick v. Bedsole, 91 S.E 2d 205 (Ga. . App.

1956), and on the voidability of their agreenents, in support of
a contrary conclusion, is msplaced.

Hanbrick v. Bedsol e, supra at 208-209, involved a contract

under which title to property was not to pass and possessi on was
not to be delivered until the full, | unp-sum purchase price was
paid. The agreenent did not provide for either a downpaynent or
instal |l ment paynents. See id. The court decided that the
contract “was a nere executory agreenent to sell and did not
constitute a sale”, on the grounds that the buyer “gained by the
contract neither title to, nor the right of possession of” the

subj ect property. 1d. at 209. The situation in Hanbrick v.

Bedsol e, supra, thus bears al nbst no resenblance to that in the

i nstant case and cannot inform our analysis.
As regards the voidability of the contracts for deed, we see
no material difference between the provisions on default here and

those contained in the agreenent in Chilivis v. Tumin Wods




- 17 -

Realty Associates, Inc., supra. |In either case, if the buyer

were to default and refuse to conplete the transaction, the
sell er woul d have no further recourse agai nst the buyer
personally. The seller could look only to the property itself as
a means to recover the full value of the aborted deal and would
be unable to enforce remai ning paynents or deficiencies against
the buyer as a personal liability. Yet, the court still
characterized the Chilivis instrunent as creating an equitable
interest in the buyer and leaving the seller with a nmere security
interest. Hence, we do not believe that Georgia courts would
hold a | ack of recourse against the purchaser, follow ng default
of an otherw se binding agreenment, to prevent a finding that the
benefits and burdens of ownership, i.e., an equitable interest,
wer e nonet hel ess transferred when the contract was signed.
Accordingly, the sale should be considered conplete for tax
pur poses, regardless of the possibility of future voi dance.

The foregoing conclusion is further buttressed by the
wei ght, or lack thereof, that other courts have given to various
types of nonrecourse clauses in evaluating the conpl eteness of a

sale. For instance, the sales agreenent at issue in Conm Ssioner

v. Baertschi, 412 F.2d 494, 497 (6th Cr. 1969), revg. 49 T.C.

289 (1967), contained the foll ow ng | anguage:

The renedy or recourse of said parties of the first

part for the non-performance of any obligation of the
parties of the second part hereunder shall be |limted
solely to the noneys paid hereunder, and to the herein
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descri bed property, and said parties of the second part

shall not be liable for any deficiency arising fromthe

sale of said property in any way, capacity or manner

what soever, nor shall said parties of the first part

have the right to, nor seek, a deficiency or other

nmoney judgnent against said parties of the second part.
The court, however, noted such factors as the buyers’ absolute
right to title on full paynent; the sellers’ lack of any right to
cancel except upon the purchasers’ default; and the buyers’
possession of, and responsibility for taxes and i nsurance on, the
property. See id. at 498. Gven these elenents, the court
declared: “we do not feel that the single fact of a ‘no
recourse’ clause served to delay the finality of this sale unti

final paynent of the total purchase price had been nmade.” |[|d.

An identical result was reached on simlar facts in Codfelter v.

Conmm ssi oner, 426 F.2d 1391, 1395 (9th Cr. 1970).

Wil e we acknow edge that our opinion in Baertschi reached a
contrary conclusion on this issue, we have now reconsi dered our
holding in light of reversal by the Court of Appeals for the
Sixth Grcuit. W are persuaded that the position of the Court
of Appeals on the effect of a non-recourse provision rests on

sound legal principles. Accordingly, Baertschi v. Comm ssioner,

49 T.C 289 (1967), will no longer be followed. W further note
that this approach better harnoni zes with our earlier ruling that
contracts with provisions closely anal ogous to those here and
which by their ternms becane “utterly null and void” on the

buyer’s default, wth the seller retaining all noneys paid,
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represented closed sales in the year entered. See Arnold v.

Commi ssi oner, a Menorandum Qpi nion of this Court dated Mar. 17,

1953. We see no reason to infer differently here.

B. Reporting of Gain--Tim ng of |nclusion

Thus, having decided that petitioners’ contracts for deed
effected a conpl eted sal e when executed, we proceed to the
guestion of when gain from such sales nust be included in gross
income. The general rule for the taxable year of inclusionis
set forth in section 451(a): “The anount of any item of gross
i ncone shall be included in the gross incone for the taxable year
in which received by the taxpayer, unless, under the nmethod of
accounting used in conputing taxable incone, such anmount is to be
properly accounted for as of a different period.” Regul ations
then specify as foll ows:

Under an accrual nethod of accounting, inconme is

includible in gross income when all the events have

occurred which fix the right to receive such inconme and

t he amount thereof can be determ ned with reasonabl e

accuracy. * * * Under the cash receipts and

di sbursenents nethod of accounting, such an anmount is

i ncludible in gross inconme when actual ly or

constructively received. * * * [Sec. 1.451-1(a), |ncone

Tax Regs. ]

Taxabl e i ncome, in turn, generally “shall be conputed under the
met hod of accounting on the basis of which the taxpayer regularly
conputes his incone in keeping his books”, with the exception

that “if the method used does not clearly reflect inconme, the
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conput ation of taxable incone shall be made under such nethod as,
in the opinion of the Secretary, does clearly reflect incone.”
Sec. 446(a) and (b).

As used in section 446, the term “method of accounting”
enconpasses “not only the over-all nethod of accounting of the
t axpayer but al so the accounting treatnent of any itenf. Sec.
1.446-1(a)(1), Income Tax Regs. Furthernore, it has been
recogni zed repeatedly that this section grants the Comm ssi oner
broad discretion, such that to defeat a proposed change
t her eunder, the taxpayer nust establish that the Conmm ssioner’s
determnation is “‘clearly unlawful’” or “‘plainly arbitrary’”

Thor Power Tool Co. v. Commi ssioner, 439 U S. 522, 532-533 (1979)

(quoting Lucas v. Anerican Code Co., 280 U S. 445, 449 (1930),

and Lucas v. Kansas City Structural Steel Co., 281 U S. 264, 271

(1930)). However, if the taxpayer’s nethod does clearly reflect
i ncone, the Comm ssioner cannot require the taxpayer to change to
a different nethod even if the Conmm ssioner’s nethod nore clearly

reflects incone. See Ford Motor Co. v. Conm ssioner, 71 F.3d

209, 213 (6th CGr. 1995), affg. 102 T.C. 87 (1994).

In the case at bar, the only evidence in the record which
speaks to G A s overall nmethod of accounting is the Schedules C
filed with petitioners’ tax returns. On each such Schedule C,

t he box indicating “Accrual” was checked. W therefore have no

basis on which to conclude that G A was ot her than an accrua
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met hod busi ness and nust proceed on the assunption that,
excepting the contract for deed transactions, its itens of incone
and expense were reported using this nethod.

Under the accrual nethod, gain arising fromthe contracts
for deed would be reportable in the year when the right to
receive the incone becane fixed and the anmount of the incone
becane reasonably determ nable. Since the instrunents at issue
expressly dictated price, the latter requirenment regardi ng anount
of income is not in question here. Concerning the forner el enent
of a fixed right to the inconme, we reiterate the well-established
principle that “In applying the all events test, this and other
courts have distingui shed between conditions precedent, which
must occur before the right to inconme arises, and conditions
subsequent, the occurrence of which will term nate an existing
right to income, but the presence of which does not preclude

accrual of incone.” Charles Schwab Corp. & Subs. v.

Conmi ssi oner, 107 T.C. 282, 293 (1996), affd. 161 F.3d 1231 (9th

Gir. 1998).

Here, the only circunstance in which QA could fail to
receive the full amount of the purchase price would be a default
by the buyer. A default, however, is a condition subsequent. As

we stated regarding the simlar sales contract in Clodfelter v.

Conmm ssioner, 48 T.C. 694, 701 (1967):

t he purchaser was given i medi ate possession; it
t hereupon assuned the rights and obligations of
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beneficial ownership; and thereafter such property

i nterest and beneficial ownership would not be subject

to termnation or forfeiture, except on the happening

of a condition subsequent--i.e., a default.
Thus, because the buyer’s obligation to pay the full price under
the agreenents in the instant case was ot herw se unconditional,
execution of the contracts fixed petitioners’ right to these
suns. Qur declaration that “the anount of and right to the
purchase price were fixed and unqualified”, in the context of
anot her sal es agreenent which provided for forfeiture of the

contract and retention of all noneys paid in |iquidation of

damages, is equally applicable here. Elsinore Cattle Co. V.

Commi ssi oner, a Menorandum Qpi nion of this Court dated Feb. 21,

1950. Accordingly, both elenments for inclusion were net in the
year of signing, the year the transaction was conpleted for tax
pur poses.

This is consistent wwth the | ongstanding position of this
Court that the factual predicate requiring inconme inclusion in a
gi ven year by an accrual nethod taxpayer is conpletion of a sale
in that year. For instance, it was held as early as 1925, with
respect to a contract entered in 1918 with all paynents to be
made i n subsequent years: “The transaction was a conpleted sale
in the year 1918, and, as the taxpayer kept its books of account
on the accrual basis, the sale price was properly accruable in

that year. W hold, therefore, that the profits arising fromthe
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sale in question were incone to the taxpayer in the year 1918.”

Pari sh-Watson & Co. v. Comm ssioner, 2 B.T.A 851, 860 (1925);

see al so sec. 15A 453-1(d)(2), Tenporary Incone Tax Regs., 46
Fed. Reg. 10717 (Feb. 4, 1981). But see sec. 1.1001-1(g), Incone
Tax Regs., for sal es or exchanges occurring on or after August

13, 1996.

We additionally point out that, to the extent petitioners
argue no incone is required to be recogni zed because the voi dabl e
not es evi dencing the debt have no fair market value and thus are
not the equival ent of cash, this consideration has no place in
the anal ysis of an accrual nethod entity. The foll ow ng
expl anation clearly distingui shes between accrual and cash
accounting in this regard:

An agreenent, oral or witten, of sone kind is
essential to a sale. |If paynent is nade at the sane
tinme that the obligation to pay arises under the
agreenent, then the profit would be reported at that
time no matter which nethod was bei ng used. However,
the situation is different when the contract nerely
requires future paynents and no notes, nortgages, or

ot her evidence of indebtedness such as comonly change
hands in commerce, which could be recogni zed as the
equi val ent of cash to sonme extent, are given and
accepted as a part of the purchase price. That kind of
a sinple contract creates accounts payable by the
purchasers and accounts receivable by the sellers which
t hose two taxpayers would accrue if they were using an
accrual nethod of accounting in reporting their incone.
But such an agreenent to pay the bal ance of the
purchase price in the future has no tax significance to
ei ther purchaser or seller if he is using a cash
system [Johnston v. Conmm ssioner, 14 T.C 560, 565
(1950).]
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Consequently, unless a specific exception to the above general
rules wll permt deferral, we are satisfied that G A as an
accrual nethod business, nust recognize and report incone
attributable to the contracts for deed in the years of their
respecti ve executions.

The primary exception for incone deferral is section 453,
whi ch provides for the “installnment nmethod” to be used in
reporting an “installnment sale”. Petitioners do not, however,
appear to argue that this statute is applicable. W also note
that a “deal er disposition”, including “Any disposition of real
property which is held by the taxpayer for sale to custoners in
the ordinary course of the taxpayer’s trade or business”, is
excluded fromthe definition of an installnment sale. Sec.
453(b) (2) (A), (1)(1)(B). The parties here have stipul ated that
“G A was in the business of selling, financing, and renting
residential real property.” Additionally, although a further
exception can permt use of the installnment nmethod for sal es of
residential lots, see sec. 453(1)(2)(B), the record before us
fails to establish that petitioners could qualify under this
provision. The contracts indicate that the magjority of the
properties were houses, not lots. Also, as to the contracts
whi ch may have been for | and al one, no evidence shows that the
remai ning requirenents for this election have been net. See sec.

453(1)(2)(B)(ii), (1)(3);: Wang v. Conmissioner, T.C. Menp. 1998-
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127. In any event, petitioners have nowhere contended that the
various transactions should be treated differently.

A second basis for potential incone deferral, to which
petitioners do nmake reference on brief as an apparent alternative
argunent, is the recovery of cost approach. However, substantive
requi renents for use of this nethod aside, we have refused to
al l ow taxpayers to switch to cost recovery accounting w thout
followi ng the established procedures under section 446(e) for
requesting such a change fromthe Conm ssioner. See WAng V.

Conmi ssi oner, supra; see also Wtte v. Commi ssioner, 513 F.2d 391

(D.C. Gr. 1975) (holding that section 446(e) requires that
consent be sought even for a change froman inproper to a proper
accounting nethod), revg. in part and remanding T.C. Meno. 1972-
232. It is undisputed that petitioners have never filed the
requi site Form 3115. See sec. 1.446-1(e)(3)(i), Inconme Tax Regs.
The Comm ssioner thus was not obligated to consider this approach
in anal yzi ng whet her petitioners’ accounting clearly reflected
income or in determning a nethod which did so.

To summari ze, respondent determ ned that gain of an accrual
met hod busi ness nust be reported consistently with that nmethod in
order to clearly reflect incone. Gven the above, we now
concl ude that such determ nation accords with settled | aw and
precedent. Hence, petitioners have not shown that the proposed

change is either clearly unlawful or plainly arbitrary. W hold
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that petitioners nust include the gain attributable to A s
contracts for deed, the excess of sales price over basis, in
their gross inconme for the respective years of the agreenents’
execution.

[11. Reducti on of Net Operating Loss Carryovers

Section 172(a) authorizes a net operating | oss deduction.
Essentially, a net operating loss is the excess of deductions
over gross inconme, with enunerated nodifications. See sec.
172(c) and (d). The net operating |oss so determ ned nmay be
carried back to the 3 preceding taxable years and carried forward
to the 15 succeedi ng years, until absorbed by taxable incone.
See sec. 172(Db).

On their returns for 1993 through 1995, petitioners clained
deductions for net operating | oss carryovers fromprior years.
In the notice of deficiency, respondent disallowed a portion of
the anount clainmed for 1993 and the full amunt for years 1994
and 1995. Respondent argues that the net operating |oss
carryovers were overstated and should be allowed only to the
extent the underlying | osses were incurred and remai n unabsor bed
after taking into account certain adjustnents.

Two primary adjustnents are referenced in the parties’
stipulations and briefs. First, both parties are apparently in
agreenent that the net operating |oss carryovers should be

increased to reflect the insurance conm ssions and nortgage
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pl acenent fees which we previously held should have been reported

by M. Latzak. See Latzak v. Comm ssioner, T.C Meno. 1994-416.

Second, however, respondent al so contends that the carryovers
shoul d be reduced to reflect the inconme attributable to contracts
for deed entered in years 1989 through 1992, as such gain was
properly reportable in those years.

In general, the taxpayer bears the burden of establishing
both the actual existence of net operating |losses in the prior
years and the anount of such |losses that may be carried to the

years at issue. See Rule 142(a); Jones v. Conm ssioner, 25 T.C

1100, 1104 (1956), revd. and remanded on ot her grounds 259 F. 2d

300 (5th Gr. 1958); Ccean Sands Hol ding Corp. v. Conm SsSioner,

T.C. Meno. 1980-423, affd. w thout published opinion 701 F.2d 167

(4th Cr. 1983); Myer v. Conm ssioner, T.C Meno. 1976-69, affd.

wi t hout published opinion 565 F.2d 152 (3d Cr. 1977). W have
jurisdiction to consider such facts related to years not in issue
as may be necessary for redetermnation of tax liability for the
period before the Court. See sec. 6214(b).

Here, petitioners have not and could not, given our
concl usi ons above, establish their incurrence of and entitl enent
to deduct | osses premsed in part on a failure to report incone
attributable to the contracts for deed entered in the |oss years.
We agree with respondent that these adjustnents should be taken

into account along with those based on the inconme properly
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reportable by M. Latzak. Thus, we hold that to the extent
reconput ati on applying these adjustnments shows that G A's net
operating | oss carryovers do not exceed the anount all owed by
respondent for 1993, petitioners are not entitled to deduct such
further anounts.

To reflect the foregoing and the parties’ concessions,

Deci sion will be entered

under Rul e 155.

Revi ewed by the Court.

VWELLS, CHABOT, WHALEN, COLVIN, HALPERN, CHI ECH , LARO
FOLEY, VASQUEZ, GALE, THORNTON, and MARVEL, JJ., agree with this
maj ority opinion.

SWFT and RUWE, JJ., concur.



